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Directors' Report
The Directors are pleased to present their report together with the unaudited condensed interim financial information of Dawood Hercules Corporation Limited (the Company) for the first quarter ended 31 March 2013.
Business overview (a) Fertilizers
Domestic gas demand peaks during winter and with the ongoing energy crisis, the gas shortage was acutely felt by the SNGPL network based fertilizer industry. As a result, all such plants except DH Fertilizer (DHFL) remained closed during the entire quarter. Pursuant to active engagement with the Government at all levels highlighting the discriminatory treatment meted out by SNGPL to DHFL, supply of gas was finally restored to DHFL's plant on 10 March 2013 under the monthly rota arrangement put in place last year by the Ministry of Petroleum & Natural Resources (MP&NR). This gas supply was received uninterrupted for one month and was discontinued on 11 April 2013, during which period 36,245 tonnes of urea was produced. In all, the plant remained closed for 73 days in Q1 2013, and produced 22,775 tonnes of urea which was 18% lower as compared to 27,810 tonnes in the corresponding quarter last year.
Aggregate domestic urea production and sales of 1.034 million tonnes and 1.336 million respectively during Q1 2013 were 2% and 19% higher than the same quarter last year. The government imported 86,000 tonnes of urea during Q1 2013 which was substantially lower than 699,000 tonnes for the corresponding quarter last year. Despite high prices, aggregate domestic DAP production and sales during Q1 2013 of 0.145 million tonnes and 0.142 million tonnes respectively were 88% and 63% higher than Q1 2012.
Following the ECC's directive, the Four Fertilizer Manufacturers (FFMs) on the SNGPL network have been allocated the following fields for dedicated supply of 202 mmscfd natural gas to the FFMs: Except for Mari and Bahu fields, Gas Sales Purchase Agreements (GSPAs) and Gas Transportation (GTAs) have been signed by the FFMs with the concerned field operators and the two Sui companies respectively. The Joint Operating Agreement (JOA) between the FFMs is currently being finalized and is expected to be signed by the end of April while the application for relevant approvals from the Oil & Gas Regulatory Authority (OGRA) is also under process. Work on augmentation and laying of the pipelines is expected to commence in Q3 2013 and the entire project is slated for completion before mid 2014.
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On 29 March 2013 the Competition Commission of Pakistan (CCP) issued its
Order on its enquiry report and subsequent hearings on the increase in urea prices during 2011 and imposed fines on two fertilizer manufacturers.
Pursuant to the termination of the Memorandum of Understanding (MOU) signed by the Company with Pakarab Fertilizers Limited (Pakarab), a civil suit has been filed by Pakarab against the Company in the High Court of Sindh for specific performance under the terms of the MOU and claim for damages. The Company intends to vigorously contest these claims as no legally binding contract was ever signed by the Company for sale of DHFL's shares and a senior counsel has been engaged for this purpose.
(b) Energy
Despite severe liquidity constraints arising mainly from the "circular debt" and stuck up receivables from the National Transmission & Distribution Corporation (NTDC) related to its Narowal operations, the Hub Power Company Limited (Hubco) continued to operate both its plants at Hub and Narowal at 68% and 73% load factors respectively during Q4 2012. However, due to mounting receivables from its Narowal plant, Hubco was compelled to call on the government's sovereign guarantee and has also joined other IPP's set up under the 2002 power policy in their suit filed in the Supreme Court of Pakistan for recovery of overdue receivables from NTDC and to protect itself against imposition of liquidated damages in case of non-availability of the Narowal plant due to lack of fuel caused by the power purchaser's default in delaying payments against overdue receivables. Commissioning and testing activities continue at the 84 MW hydropower project being set up by Laraib Energy Limited, Hubco's 75% owned subsidiary, and COD is expected before June 2013.
(c) Other
The Company's associated entity Engro Corporation Limited's (ECL's) wholly owned subsidiary Engro Fertilizers Limited (EFL) was also subjected to severe gas curtailment during the quarter ended 31 December 2012. With a view to maximizing the benefit from its new and more efficient Enven plant, gas supply was diverted from its base plant, as a result of which the latter plant remained shut during all of Q4 2012, while its new plant received around 80 to 90% of its contracted quantity of gas. The other business segments of ECL continued to perform reasonably well during the quarter and full year ended 31 December 2012. However, this was offset to large extent by the negative impact of its fertilizer business on the overall results of that group.
Pursuant to the Company's decision to invest in a greenfield project, as disclosed in the previous report of the Directors, the Company has signed the Shareholders' Agreement (SHA) with the main sponsors of the Rice Bran Oil (RBO) project, e2escm (Pvt) Limited, and work on the project is expected to commence in earnest during Q2 2013 with plant commissioning targeted for the rice harvesting season in Q3 2014.
Financial performance
Although the Company's subsidiary, DHFL, produced 22,775 tonnes of urea during the month of March, sales were deferred to the subsequent quarter in order to accumulate a starting inventory as DHFL had completely exhausted stocks. Net sales of Rs 123.2 million during the quarter were therefore largely generated from the disposal of ammonia from the inventory in hand as compared to 27,810 tonnes of urea sold in the corresponding period last year. Cost of sales for the quarter includes Rs 157 million (2012: Rs 100 million) of fixed production overheads which have been treated as period costs due to lower than normal production, giving rise to a gross loss of Rs 58.5 million for Q1 2013 as compared to a gross profit of Rs 318.3 million for the corresponding quarter last year. Expenses in aggregate for Q1 2013 of Rs 123.3 million were 7% lower than Rs 132.3 million for Q1 2012 due to cost savings effected across the board. Other operating income for the quarter of Rs 13.9 million was lower than Rs 77.8 million for the same quarter last year mainly due to dividend received on SNGPL shares (which were subsequently sold) and unrealized gain on short term investments in Q1 2012.
ECL's consolidated profit after tax for the quarter and year ended 31 December 2012 of Rs 1,901.7 million and Rs 1,797.2 million respectively were substantially lower than Rs 2,377.9 million and Rs 7,811.4 million for the corresponding periods in 2011 -mainly on account of severe gas curtailment by SNGPL during 2012 at EFL. However, profitability improved in Q4 2012 as compared to the immediately preceding nine months to 30 September 2012 because of diversion of Mari gas by EFL to its new and more efficient Enven plant. The old plant, however, remained shut during this quarter due to the gas curtailment by SNGPL. Consequently, ECL did not declare a dividend for the year ended 31 December 2012.
Hubco continued its robust performance during the quarter and half year ended 31 December 2012 declaring profit after tax of Rs 2.6 billion and Rs 4.7 billion which were 53% and 59% higher respectively compared with their corresponding periods last year. This was mainly due to tariff indexation and Narowal profitability kicking in during the period under review. As a result, the company declared an interim dividend of Rs 3.5 per share for the half year ended 31 December 2012.
After accounting for the consolidated tax charge of Rs 123.8 million for the quarter ended 30 March 2013, the Group's consolidated profit after taxation of Rs 634.9 million was 27% lower than Rs 871.1 million for the corresponding quarter last year.
Future outlook
The country is expecting a bumper wheat crop this year owing to extremely favorable weather conditions in late spring. This should auger well for the country's food security and for continued demand for urea and DAP in the Kharif season and is main bright spot in the otherwise bleak economic scenario. Uncertainty abounds emanating from both the security situation in the country and, more particularly, the outcome of the general elections scheduled to be held on 11 May 2013.
Severe electricity shortages due to the ballooning "circular debt" problem will place extreme pressure on both the caretaker and the incoming governments to direct maximum supply of gas towards power generation. Gas curtailment of the fertilizer plants on the SNGPL network will, therefore, remain the most convenient and politically painless option, albeit, there is now better understanding of negative economics of fertilizer import and the unaffordable physical subsidy these require by Government. Unless curtailment is shared equitably and strictly in accordance with gas allocation policy, supply to DHFL is likely to remain sporadic, even with the resumption of supplies in March on rotation.
EFL should fare relatively better in gas supply in comparison to last year and once again, ECL's non-fertilizer businesses are expected to perform better or in line with past trends Hubco's Narowal plant was shut down from end March 2013 due to lack of fuel supply caused by liquidity constraints on account of default in payments against overdue receivables by the power purchaser. As a result, profitability of the company could be marginally constrained depending on the time period for which the plant remains unavailable. Laraib's 84 MW hydropower project was commissioned in March 2013 and is expected to partially mitigate the adverse impact of the Narowal plant closure. Liquidity constraints arising mainly from the high trade debt levels at the Narowal operations will, therefore, continue to place a drag on Hubco's cash flows.
Condensed unconsolidated interim balance sheet (unaudited) December 31, 2011 Issued, subscribed and paid-up capital 
2.2
These condensed unconsolidated interim financial statements comprise of the balance sheet as at March 31, 2013 and the profit and loss account, the statement of comprehensive income, the statement of changes in equity, the cash flow statement and notes thereto for the quarter then ended.
2.3
The comparative balance sheet as at December 31, 2012 presented in these condensed unconsolidated interim financial statements has been extracted from the audited financial statements of the Company for the year then ended. The comparative profit and loss account, statement of changes in equity and cash flow statement for the quarter ended March 31, 2012 have been extracted from the condensed unconsolidated interim financial statements of the Company for the quarter then ended.
2.4
Standards, interpretations and amendments to approved accounting standards that are effective but not relevant:
Certain standards, amendments and interpretations to approved accounting standards are effective for accounting periods beginning on or after January 1, 2013 but are considered not to be relevant or have any significant effect on the Company's operations and are therefore not detailed in these unconsolidated condensed interim financial statements.
2.5
Standards, interpretations and amendments to published approved accounting standards that are not yet effective:
There are certain amendments to the approved accounting standards and interpretations that are mandatory for the Company's accounting periods beginning on or after January 1, 2013 but are considered not to be relevant or to have any significant effect on the Company's operations and are, therefore, not detailed in these condensed unconsolidated interim financial statements.
Notes to and forming part of the condensed unconsolidated interim financial statements (unaudited)
For the quarter ended March 31, 2013
2.6 Standards, interpretations and amendments to published approved accounting standards that are effective January 1, 2013:
Effective January 1, the Company has adopted International Accounting Standard, IAS 19 (Revised), 'Employee Benefits', which requires recognition of all actuarial gains and losses in 'other comprehensive income' as they occur and immediate recognition of all past service to the profit and loss account. Further, the recognition and disclosure of interest cost and expected return on plan assets has been replaced with a net interest amount calculated by applying the discount rate to the net defined liability.
Accounting policies
The accounting policies and the methods of computation adopted in the preparation of these condensed unconsolidated interim financial statements are the same as those applied in the preparation of the financial statements for the year ended December 31, 2012 except for the adoption of IAS 19, as fully explained in paragraph 2.6.
Change in accounting policy
The Company has adopted IAS 19 (Revised) 'Employee Benefits' from the current year. The amendment requires an entity to recognize actuarial gains and losses immediately in 'other comprehensive income'. Actuarial gains or losses were previously amortized over the expected future service of the employees.
The change in accounting policy has been applied retrospectively with effect from January 1, 2011 (the earliest period possible i.e the effective date of demerger of the Company under the order of Honorable Lahore High Court). 
------------------(Rupees in thousand) ------------------Equity and Liabilities
Share capital & reserves Authorized capital 1,000,000,000 ordinary shares of Rs. 10 each 10,000,000 10,000,000 10,000,000 The annexed notes 1 to 16 form an integral part of these condensed consolidated interim financial statements.
Notes to and forming part of the condensed consolidated interim financial statements (unaudited) 1984 (Ordinance) . In case where the requirements differ, the provisions of or directives issued under the Ordinance have been followed.
2.2
The comparative consolidated balance sheet as at December 31, 2012 presented in these condensed consolidated interim financial statements has been extracted from the audited financial statements of the group for the year then ended. The comparative condensed consolidated profit and loss account, condensed consolidated statement of changes in equity and condensed consolidated cash flow statement for the quarter ended March 31, 2012 have been extracted from the condensed consolidated interim financial statements of the Company for the quarter then ended.
2.3
These condensed consolidated interim financial statements are being submitted to the shareholders in accordance with section 245 of the Ordinance and should be read in conjunction with the consolidated financial statements as at and for the year ended December 31, 2012.
2.4
Certain standards, amendments and interpretations to approved accounting standards are effective for accounting periods beginning on or after January 1, 2013 but are considered not to be relevant or have any significant effect on the Group's operations and are therefore not detailed in these condensed consolidated interim financial statements.
Notes to and forming part of the condensed consolidated interim financial statements (unaudited) Certain amendments to the approved accounting standards and interpretations that are mandatory for the Group accounting periods beginning on or after January 1, 2013 but are considered not to be relevant or to have any significant effect on the Group's operations and are, therefore, not detailed in these condensed consolidated interim financial statements.
2.6
Standards, interpretations and amendments to published approved accounting standards that are effective January 1, 2013:
Effective January 1, the Group has adopted International Accounting Standard, IAS 19 (Revised), 'Employee Benefits', which requires recognition of all actuarial gains and losses in other comprehensive income as they occur and immediate recognition of all past service to profit and loss account. Further, the recognition and disclosure of interest cost and expected return on plan assets has been replaced with a net interest amount calculated by applying the discount rate to the net defined liability.
3. Accounting policies
3.1
The accounting policies and methods of computation adopted for the preparation of these condensed consolidated interim financial statements are consistent with those applied in the preparation of the consolidated financial statements of the Group as at and for the year ended December 31, 2012 except for the adoption of IAS 19, as fully explained in paragraph 2.6 above.
Change in accounting policy
The Group has adopted IAS 19 (Revised) 'Employee Benefits' from the current year. The amendment requires an entity to recognize actuarial gains and losses immediately in 'other comprehensive income'. Actuarial gains or losses were previously amortized over the expected future service of the employees.
The change in accounting policy has been applied retrospectively with effect from January 1, 2011. The effect of the change is as follows:
Notes to and forming part of the condensed consolidated interim financial statements (unaudited) The preparation of condensed consolidated interim financial statements requires management to make estimates, assumptions and judgment that affect the application of accounting policies in conformity with the approved accounting standards and reported amounts of assets and liabilities and income and expenses. Estimates, assumptions and judgments are continually evaluated and are based on historical experiences and other factors, including reasonable expectations of future events. Revisions to accounting estimates are recognized prospectively commencing from the period of revision.
Significant judgments made by management in applying the Group's accounting policies and key sources of estimations were the same as those applied to the consolidated financial statements as at and for the year ended December 31, 2012.
Notes to and forming part of the condensed consolidated interim financial statements (unaudited) This represents a long term finance facility obtained by the subsidiary company from a consortium of banks led by Meezan Bank Limited for a period of 5 years, inclusive of a grace period of 2 years, starting from December 27, 2011. The musharaka investment share of the banks will be purchased by the subsidiary company in six equal semi annual installments in arrears. The first musharaka buyout will be due at the end of the 30th month from the date of drawdown. This finance facility is secured by a first charge equal to the bank musharaka share plus 25% margin on specific movable assets of the subsidiary company and a corporate guarantee by the holding company. The profit is payable semi annually in arrears at the rate of six months ask side KIBOR plus 110 bps starting from 26 June 2012.
5.2
This represents a syndicated term finance facility obtained by the subsidiary company from a consortium of banks led by Allied Bank Limited for a period of 5 years, inclusive of grace period of 6 months starting from the date of draw down i.e June 13, 2012. The repayment of principal is due in nine semiannual installments in arrears. The finance facility is secured by a ranking charge on all present and future fixed assets of the subsidiary company plus 25% margin and pledge over shares of Hub Power Company Limited (Hubco) held by the subsidiary company with 50% margin. The markup is payable semi annually in arrears at the rate of six months ask side KIBOR plus 100 bps starting from December 12, 2012.
5.3
This represents utilized portion of a long term finance facility of Rs 380 million (December 2012: 380 million) obtained by the holding company from Allied Bank Limited. The finance facility is secured by way of hypothecation charge over all present and future assets of the holding company with 25% margin and pledge of Hubco shares with 50% margin. Markup at the rate of six months ask side KIBOR plus 200 bps is payable semi annually in arrears and the first payment is due on 4th January 2013, whereas the first installment of principal is due in July 2013.
Notes to and forming part of the condensed consolidated interim financial statements (unaudited) 
